
 At the Intersection of Health, Health Care and Policy

doi: 10.1377/hlthaff.2012.0332
 

, 32, no.5 (2013):935-943Health Affairs
Care Lead To Lower Private Payment Rates

Contrary To Cost-Shift Theory, Lower Medicare Hospital Payment Rates For Inpatient
Chapin White

Cite this article as: 

 
 http://content.healthaffairs.org/content/32/5/935.full.html

available at: 
The online version of this article, along with updated information and services, is

 

For Reprints, Links & Permissions: 
 http://healthaffairs.org/1340_reprints.php

 http://content.healthaffairs.org/subscriptions/etoc.dtlE-mail Alerts : 
 http://content.healthaffairs.org/subscriptions/online.shtmlTo Subscribe: 

written permission from the Publisher. All rights reserved.
mechanical, including photocopying or by information storage or retrieval systems, without prior 

may be reproduced, displayed, or transmitted in any form or by any means, electronic orAffairs 
HealthFoundation. As provided by United States copyright law (Title 17, U.S. Code), no part of 

 by Project HOPE - The People-to-People Health2013Bethesda, MD 20814-6133. Copyright © 
is published monthly by Project HOPE at 7500 Old Georgetown Road, Suite 600,Health Affairs 

Not for commercial use or unauthorized distribution

at VIRGINIA DEPT. OF HEALTH PROFESSIONS
 on July 7, 2015Health Affairs by content.healthaffairs.orgDownloaded from 

at VIRGINIA DEPT. OF HEALTH PROFESSIONS
 on July 7, 2015Health Affairs by content.healthaffairs.orgDownloaded from 

http://www.healthaffairs.org
http://content.healthaffairs.org/content/32/5/935.full.html
http://healthaffairs.org/1340_reprints.php
http://content.healthaffairs.org/subscriptions/etoc.dtl
http://content.healthaffairs.org/subscriptions/online.shtml
http://content.healthaffairs.org/
http://content.healthaffairs.org/


By Chapin White

Contrary To Cost-Shift Theory,
Lower Medicare Hospital Payment
Rates For Inpatient Care Lead To
Lower Private Payment Rates

ABSTRACT Many policy makers believe that when Medicare constrains its
payment rates for hospital inpatient care, private insurers end up paying
higher rates as a result. I tested this “cost-shifting” theory using a unique
new data set that combines MarketScan private claims data with
Medicare hospital cost reports. Contrary to the theory, I found that
hospital markets with relatively slow growth in Medicare inpatient
hospital payment rates also had relatively slow growth in private hospital
payment rates during 1995–2009. Using regression analyses, I found that
a 10 percent reduction in Medicare payment rates led to an estimated
reduction in private payment rates of 3 percent or 8 percent, depending
on the statistical model used. These payment rate spillovers may reflect
an effort by hospitals to rein in their operating costs in the face of lower
Medicare payment rates. Alternatively, hospitals facing cuts in Medicare
payment rates may also cut the payment rates they seek from private
payers to attract more privately insured patients. My findings indicate
that repealing cuts in Medicare payment rates would not slow the growth
in spending on hospital care by private insurers and would in fact be
likely to accelerate the growth in private insurers’ costs and premiums.

F
or many decades the rates used by
private insurers for hospital care
have exceeded those used by
Medicare, and in recent years the
gap between these two sets of pay-

ment rates has widened. There are two possible
explanations for this gap. The first is that
Medicare, by setting its payment rates relatively
low, is forcing hospitals to charge high payment
rates to private insurers in order to keep reve-
nues up—a process known as dynamic cost shift-
ing. The second explanation is that private pay-
ment rates are higher, and are rising faster, than
Medicare’s rates because of other factors, such
as hospitals’ gaining negotiating leverage over
health plans and using it to demand higher pay-
ment rates from them.
TheAffordableCareAct permanently slows the

growth in Medicare payment rates for hospital
care, and theBudgetControl Act of 2011will slow
it further. In this policy context, it is crucial to
test the dynamic cost-shifting theory and the
“other factors” theory.
The first theory implies that slowing growth in

Medicare payment rates shifts the burden of
financing hospitals onto private payers without
necessarily reducing total spending on hospital
care. It also implies that subsequent premium
pressures on the privately insured could be alle-
viated by increasing Medicare payment rates.
The “other factors” theory implies that to slow
thegrowth inprivatepremiums, it isnecessary to
identify and address those other factors, instead
of repealing the Affordable Care Act’s payment
rate cuts in the hope of an indirect and costly
solution.
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Although this topic has been researched exten-
sively, it is still unclear whether or how changes
inMedicare hospital payment rates affect private
payment rates.1 Obtaining conclusive evidence
has been stymied by various factors. First, the
gapbetweenMedicare andprivate payment rates
is sometimes mistakenly treated as proof that
low Medicare payment rates are causing higher
private rates.2

Second, some studies simply assume that hos-
pitals’ costs are fixed and that any reduction in
Medicare payment rates automatically results in
an increase in private insurers’ payment rates.3

This fixed-cost notion lives on, despite decades
of research showing very clearly that hospitals
respond to a reduction in Medicare payment
rates by reducing their overall costs.4,5

Other cost-shifting studieshavemeasuredpay-
ment rates using profit margins, or the excess of
revenues over costs incurred as a share of reve-
nues. These margins-based analyses miss a key
point: If hospitals lower their operating costs,
margins will appear to increase even if actual
private revenues stay the same, thus producing
spurious evidence of dynamic cost shifting. As
theMedicare PaymentAdvisoryCommissionhas
observed, hospitals that are able to command
high payment rates from private insurers will
increase their costs, which will drive down their
Medicare margin.6,7

Third, data on private payment rates are not
widely available, are expensive to purchase, and
are released only to researchers with restrictions
on how they may be used. Researchers have de-
veloped proxies for private payment rates using
publicly available data, but they are imprecise
at best.8

Fourth, many cost-shifting studies have mea-
sured payment rate changes over periods of five
years or less, some as short as two years. Ana-
lyzing payment rates over very short periods is
inadequate because private insurers and hospi-
tals typically negotiate multiyear contracts.
Fifth, Medicare payment rates change for

many reasons, some reflecting market condi-
tions that also probably affect private insurers,
such as nurses’ wages, and others that are spe-
cific to Medicare, such as the Medicare add-on
payments for indirect medical education, which
supports physician training programs. Isolating
the idiosyncratic components of changes in
Medicare payment rates is difficult, but it is im-
portant for identifying a causal link between
Medicare payment rates and private payment
rates.
Finally, because of data limitations,many cost-

shifting studies have been based on single states,
small surveys, or convenience samples.
This study attempted to overcome these limi-

tations, testing the dynamic cost-shifting theory
by using a very large discharge-level database to
measure case-mix-adjusted private payment
rates. It also used a long (fifteen-year) panel;
isolated formula-driven idiosyncratic changes
in Medicare payment rates, such as changes in
the formula for indirect medical education pay-
ments; and included payment rate data for hos-
pitals in every part of the country.
Although this study is a step forward in the

“cost-shifting” literature, it was not designed to
address certain important questions, such as
whether changes in Medicare payment rates af-
fect the volume of hospital services received by
Medicare beneficiaries.

Study Data And Methodology
To study hospital pricing behavior, I first mea-
sured Medicare and private payment rates for
inpatient hospital care in different hospital mar-
kets for each year in the period 1995–2009.Next,
I identifiedmarkets with high versus low rates of
growth in Medicare payment rates and com-
pared trends in private payment rates among
those different types of markets.
The national Medicare payment methodology

for acute care hospitals includes a number of
geographical and hospital-specific adjustments
that result in different hospitals’ receiving differ-
entMedicare payment rates for the same service.
Furthermore, changes in that methodology have
had different effects on hospitals in different
markets, and as a result growth inMedicare pay-
ment rates has varied across markets.
According to the dynamic cost-shifting theory,

markets with relatively slow growth in Medicare
payment rates should exhibit relatively fast
growth in private payment rates, and vice versa.
I tested that prediction; the results appear below.
Most prior cost-shifting studies analyzed data

at the hospital level. In contrast, I measured
payment rates and performed my analyses at
the market level, with the markets being the
Dartmouth Atlas’s 306 Hospital Referral Re-
gions.9 These regions are groupings of ZIP codes
clustered around tertiary care hospitals.
I took a market-based approach by necessity.

Truven Health Analytics, the source of the data I
used, does not permit its MarketScan database10

to be used to measure hospital-specific payment
rates, and other vendors of private claims data
apply similar restrictions. Themarket-level anal-
ysis is not necessarily a problem and in fact may
be an advantage, becausewhatmatters to private
insurers is how changes in Medicare payment
rates affect their payment rates for an insured
population living in a given market.
The main challenge in this analysis was to ap-
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propriately account for factors that affected both
Medicare and private payment rates and could
create a noncausal positive association between
the two. To address that challenge, I measured
and accounted for trends in hospital input
prices, such as nurses’ wages, that would be ex-
pected to affect both Medicare and private pay-
ment rates. I also performed two-stage least
squares regressions that isolated legislative
changes, such as adjustments to the Medicare
disproportionate-share hospital payment for-
mula, that directly affect onlyMedicare payment
rates. Data sources andmethods are described in
more detail in the online Appendix.11

Private Payment Rates Private payment
rates were calculated from inpatient hospital
claims in the Truven Health Analytics Market-
Scan Commercial Database,10 a widely used data-
base that includes enrollees in self-funded em-
ployer plans that have data-sharing agreements
with Truven Health. Payment rates represent al-
lowed amounts—that is, the amount actually
paid, not billed charges—and include insurers’
payments and patients’ out-of-pocket payments.
To account for differential changes in case-mix
among markets, private payment rates were ad-
justed using diagnosis-related groups.
After I excluded Medicare enrollees, health

maintenance organization enrollees, and any-
one over age sixty-five, there were 6.5 million
inpatient claims in the MarketScan database.
About 15 percent of the hospital markets were
excluded from the regressions because they did
not include at least twenty claims in every year of
the study period. The final data set consisted of
6.3 million inpatient claims from 257 markets.

Medicare Payment Rates I used Medicare
hospital cost reports to measure discharges
and revenues for Medicare-covered stays in each
hospital and year. To calculate Medicare pay-
ment rates at the market level, I allocated dis-
charges and revenues from hospitals to markets
using a year-specific weighted crosswalk.

Regressions In the regressions the natural
logarithm of the private payment rate was the
dependent variable, and the natural logarithmof
the Medicare payment rate was the key indepen-
dent variable. This “log-log” specification pro-
duced coefficients that canbe interpreted as elas-
ticities, or the percentage change in one
economic variable that results from a percentage
change in another. For example, a coefficient of
0.5 on the logged Medicare payment rate would
imply that a 1.0 percent decrease in theMedicare
payment rate was associated with a 0.5 percent
decrease in the private rate.
The regressions included dummy variables, or

“fixed effects,” for each market to capture per-
manent differences among markets. There were

also dummy variables for each combination of
census division and year to control, in a flexible
way, for payment rate trends thatwere specific to
each division.
Additional control variables were the percent-

ages of nonprofit, for-profit, and government
hospitals in the market; poverty and unemploy-
ment rates; and hospital market concentration.
Instruments For Changes In The Medicare

Payment Rate In my two-stage least squares
regressions, I used four instruments that iso-
lated changes in specific elements of the Medi-
care payment formula. Each of the instruments
measured the simulated cumulative effects of
changes in specific elements of the Medicare
payment formula, while holding constant each
hospital’s patient population, operating costs,
and practice patterns. This general approach has
been widely used to measure changes in Medi-
care payment rates and analyze their effects.5

Alternative Specifications To test the ro-
bustness of the main regression results, I per-
formed a number of alternative specifications.
Details about them are reported in the
Appendix.11

Limitations The analysis had two major lim-
itations. The first stemmed from the nature of
the MarketScan database, which included only
claims fromemployer plans that voluntarily con-
tributed their data. The database was not de-
signed to be nationally or locally representative
of all privately insuredpeople, and thenumberof
claims included varied during the study period.
However, in an attempt to minimize this weak-
ness, I included market fixed effects and flexible
time trends in the panel data analysis. I was also
restricted in how I could useMarketScan tomea-
sure payment rates, and I was not permitted to
use the data to measure hospital-level payment
rates, as noted above.
The second limitation was the possibility that

trends inMedicare payment rates were driven by
some unidentified factor that was not accounted
for in the analysis and that was also driving
trends in private payment rates. The regression
analyses accounted for obvious factors, such as
trends in hospital input payment rates.
However, it was difficult, if not impossible, to

account for all possible factors. For example,
geographically isolated hospitals might have
pricing power that they have increasingly used
to demand high payment rates from private in-
surers, and they might have been unusually suc-
cessful in pressing Congress for changes in the
Medicare payment formula that benefited them.
I cannot rule out such a possibility, but the ro-
bustness of the findings to the many different
alternative specifications suggests that I identi-
fied the main factors of interest.
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Study Results
The Growing Medicare-Private Gap In Pay-
ment Rates The payment rate data showed a
large and growing gap between private and
Medicare payment rates. In 1995 the average
Medicare payment rate per discharge was
$7,249, while the average private rate was
$10,504, a gap of 45 percent (Exhibit 1). That
gap was not adjusted for case-mix and therefore
is almost certainly understated.12 In 2009 the
average Medicare payment rate was $11,031,
while the average private rate was $17,286—a
gap of 57 percent (data not shown).
During the study period the average annual

growth rate was 3.00 percent for Medicare pay-
ment rates and 3.56 percent for private rates
(Exhibit 1). That difference of just over half a
percentage point per year may sound small,
but the cumulative effect, in terms of total spend-
ing on the privately insured, is quite large.
Growth inMedicare payment rates varied geo-

graphically. The average annual rate of growth in
Medicare payment rates in the markets with the
highest growth rate was 1.20 percentage points
higher than that in the markets with the lowest

growth rate (Exhibit 1). Slow-growth markets
weremore likely to be urban, have teaching hos-
pitals with large numbers of medical residents,
and be on the East Coast, compared to markets
with faster growth rates.
The general trend has been toward conver-

gence: The areas with the highest Medicare pay-
ment rates in 1995 tended to have the slowest
growth during the study period, and the areas
with the lowest payment rates in 1995 tended to
have the fastest growth.
About one-third of the 1.20 percentage point

difference between the tertiles with the lowest
and highest growth rates was explained by
changes in the Medicare payment formula. For
example, add-on payments for indirect medical
education have been trimmed over time; as a
result, payment rates in areas with greater con-
centrations of teaching hospitals grew more
slowly than payment rates in other areas.
Similarly, many small hospitals operating in

remote areas have been designated as “critical
access”hospitals. They are eligible for cost-based
reimbursement, which has tended to boost
growth inMedicare payment rates in rural areas.

Exhibit 1

Hospital And Region Characteristics And Medicare And Private Insurers’ Payment Rates, 1995–2009

Markets whose annual Medicare payment
rate growth rate was:

All markets Low Medium High
Payment rate

Medicare payment rate, 1995 $7,249 $7,643 $7,420 $6,696
Annual growth in Medicare payment rate, 1995–2009 3.00% 2.43% 2.95% 3.63%
Private payment rate, 1995 $10,504 $10,960 $10,487 $10,083
Annual growth in private payment rate, 1995–2009 3.56% 3.04% 3.46% 4.15%
Formula-driven annual growth in Medicare payment rate, 1995–2009 2.00% 1.84% 1.94% 2.21%
Annual change in hospital input price index, 1995–2009 0.12% −0.06% 0.06% 0.36%

Hospital characteristics (2009, weighted by Medicare admissions)

Teaching (residents per average daily patient census) 0.15 0.18 0.16 0.11
Ownership (%)
For-profit 15.5 16.0 16.9 13.5
Government 13.4 9.4 14.5 16.3

Population characteristics (%)

Urban (2000) 79.0 85.4 80.3 71.5
Povertya (2009) 13.4 12.8 13.4 14.0

Thousands of inpatient admissions used to calculate payment rates

Private
1995 263 79 97 87
2009 765 244 289 232

Medicare
1995 9,536 3,308 3,097 3,132
2009 10,199 3,532 3,388 3,279

SOURCE Author’s calculations based on Truven Health Analytics MarketScan® Commercial Database (copyright © 2011 Truven Health Analytics, all rights reserved; see
Note 10 in text) and Medicare hospital cost reports. NOTES The study included hospitals in 257 markets. The markets were divided into three groups, roughly equally
populated, based on average annual growth rate in Medicare payment rates. Payment rate is payment per discharge. Annual growth is the average growth rate over the
period 1995–2009. Change is average annual change. The hospital input price index reflects the adjustment for local hospital wages. aPeople in households with annual
incomes below 100 percent of the federal poverty level.
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Another third of the 1.20-percentage-point dif-
ference was explained by local differences in
trends in wages for nurses and other staff. The
remaining third was explained by differences in
trends in case-mix; hospital characteristics, such
as teaching status; and patient characteristics,
such as the proportion of patients with low
incomes.
These descriptive analyses led to two conclu-

sions. First, given the role that trends in input
payment rates played in explaining differences
in Medicare payment rate growth, it was clear
that I needed to include the input price index—
that is, a measure of prices that hospitals pay for
nurse labor and other inputs used to produce
hospital care—as a control in the regression
models.
Second, the formula-driven changes in Medi-

care payment rates differed substantially across
markets and accounted for a sizable share of the
overall variation in payment rate growth. It ap-
pearedpossible, therefore, to use those elements
of the payment formula to predict Medicare pay-
ment rate growth in a two-stage least squares
model. The results of that model are reported
below.

A Graphical Test Of The Dynamic Cost-
Shifting Theory Imeasured the average annual
rate of growth in Medicare payment rates and
private rates (both adjusted for input prices) for
each hospital market during the study period
(Exhibit 2). Contrary to the dynamic cost-shift-
ing theory, I found that the markets with the
slowest growth in Medicare payment rates
tended also to have the slowest growth in private
rates. In addition, the markets with the fastest
growth in Medicare payment rates tended to
have the fastest growth in private rates.
For example, Philadelphia exhibited relatively

slow growth in both Medicare and private pay-
ment rates (1.9 percent annually and 2.7 percent
annually, respectively), while Binghamton, New
York, exhibited relatively fast growth in both
Medicare and private payment rates (4.2 percent
annually and 5.9 percent annually, respectively).
See the Appendix for full results by market.11

The wide dispersion in private payment rate
growth makes it clear that many other factors
besides Medicare payment rates are in play. But
on the whole, the association between Medicare
and private payment rate growth is positive.

Regression-Based Tests Of Dynamic Cost
Shifting The regression models measured the
elasticity of theprivatepayment ratewith respect
to the Medicare payment rate. In other words, if
Medicare payment rates were reduced by X per-
cent, by what percent would private payment
rates change? In the ordinary least squares
model, the estimated elasticity was 0.311, mean-

ing that a 10 percent reduction in the Medicare
payment rate was associated with a 3.11 percent
reduction in the private rate (Exhibit 3). In the
two-stage least squares analysis, the estimated
elasticity was 0.773, meaning that a 10 percent
reduction in the Medicare payment rate was as-
sociated with a 7.73 percent reduction in the
private rate.13

The coefficients on the control variables sug-
gested that growth in the market share of
government-owned hospitals was associated
with slower growth in private payment rates, but
this relationship was not significant. Similarly,
based on the point estimates, increases in hos-
pital market concentration were associated with
faster growth in private payment rates, but this
relationship was not significant.
The one control variable that was strongly as-

sociatedwith trends inprivatepayment rateswas
the share of thepopulation inpoverty,whichwas
strongly associatedwith increases in private hos-
pital payment rates. That result was surprising:
Private hospital payment rates would be ex-
pected to grow relatively slowly in areas with
rising poverty rates. The link between poverty
and private hospital payment rates could be be-
cause Medicare payment rates tend to increase
with the poverty rate (as a result of dispropor-
tionate-share hospital payments), and increases
in Medicare payment rates appear to lead to in-
creases in private rates.
Additional results are shown in the Appen-

dix.11 They generally support the validity and ro-
bustness of the main estimates of the effect of
Medicare payment rates on private rates.
Two Models Of Hospital Pricing Behavior

Prior cost-shifting studies have offered two com-
petingmodels to explain hospital pricing behav-
ior: the mixed-motives model and the maximiz-
ing-marginsmodel. In themixed-motivesmodel,
dynamic cost shifting might occur, but only
under very limited conditions.14 Those condi-
tions are that hospitals must be seeking to in-
crease volume, must have negotiating leverage
over private insurers, and—prior to cuts in
Medicare payment rates—must be charging pri-
vate insurers payment rates below the level that
would maximize profits so as to boost private
volume. Under these conditions, hospitals fac-
ingMedicare cutsmight choose, because of their
weakened financial condition, to raise private
payment rates and give up some private volume.
My results clearly support the maximizing-

margins model instead, which differs from the
mixed-motives model in one key respect: It as-
sumes that hospitals maximize the profit mar-
gins earned on privately insured patients, in that
they donot boost private volumeby intentionally
setting payment rates below the profit-maximiz-
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ing level (see the Appendix for a graphical illus-
tration of the maximizing-margins model).11

This model predicts that a cut in Medicare pay-
ment rates will lead to a reduction in private
rates, a reduction in total hospital admissions,
and an increase in the number of private
admissions.
Intuitively, when Medicare cuts its payment

rates, Medicare patients become relatively less
financially attractive, and private patients be-

come relatively more financially attractive.
Hospitals then seek to increase private volume,
and the way to do that is by lowering the private
payment rate.
The maximizing-margins model fits well with

my findings, but it would be premature to em-
brace it as fact. Researchers have not yet tested
whether hospitals actually manage to boost pri-
vate volume by lowering private payment rates
following Medicare rate cuts.

Exhibit 3

Estimated Effect On Private Payment Rates Of A 10 Percent Reduction In The Medicare Payment Rate

Model

Ordinary least squares Two-stage least squares
Dependent variable Private payment rate (logged) Private payment rate (logged)
Unit of observation Market-year (1995–2009) Market-year (1995–2009)

Estimated effect (standard error) −3.11%*** (1.07) −7.73%*** (2.33)
R squared 0.027 0.012

Number of observations (market-years) 3,855 3,855
Sum of weights (number of claims used to
calculate private payment rates) 6,256,500 6,256,500

SOURCE Author’s calculations based on Truven Health Analytics MarketScan® Commercial Database (copyright © 2011 Truven Health
Analytics, all rights reserved; see Note 10 in text) and Medicare hospital cost reports. NOTES Estimated effects were based on panel
data regressions that included Hospital Referral Region (see Note 9 in text) fixed effects, census division year fixed effects, and other
market controls. Estimated coefficients, including first-stage coefficients, are shown in the online Appendix (see Note 11 in
text). ***p < 0:01

Exhibit 2

Annual Payment Rate Growth Rates Per Discharge For Medicare And Private Insurers, Adjusted For Input Costs,
1995–2009

SOURCE Author’s calculations based on Truven Health Analytics MarketScan® Commercial Database (copyright © 2011 Truven Health
Analytics, all rights reserved; see Note 10 in text) and Medicare hospital cost reports. NOTES Each diamond represents a Hospital
Referral Region (see Note 9 in text). The blue line represents the slope (0.49; p < 0:01; R2 ¼ 0:033) from a population-weighted re-
gression of changes in private insurers’ payment rates on changes in Medicare payment rates, both adjusted for changes in hospitals’
input payment rates during 1995–2009. Complete findings for all Hospital Referral Regions are available in the online Appendix (Note
11 in text).
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Discussion
I found that a reduction in Medicare payment
rate growth led to a spillover reduction in private
rates. This result raises two important questions.
First, can it be reconciled with previous research
claiming to find evidence of dynamic cost shift-
ing, in which cuts to Medicare payment rates
seemingly resulted in higher private rates?
Second, what are the mechanisms by which
changes in Medicare payment rates might move
private rates in the same direction?
Four well-known articles have reported evi-

dence of dynamic cost shifting.7,15–17 Notably,
each of these articles either measured private
payment rates using markups—the difference
between the cost of producing a good or service
and its selling price—or included hospitals’ op-
erating costs per discharge as a control variable.
The payment rates considered in those articles,
therefore, weremeasured relative to the resourc-
es that hospitals expended on patient care, in-
cluding labor costs, equipment purchases, and
interest payments. If hospitals expended fewer
resources, then thepayment rate, asmeasured in
these articles, would appear to rise even if the
actual transaction amount per discharge did not
change.
I took a conceptually different approach, con-

trolling for input prices but not for the level of
resources that hospitals chose to expend. The
difference in approach could explain the differ-
ence in findings. Reductions in the Medicare
payment rate have been shown to lead to a re-
duction in input intensity.18 In that situation,
private payment rates measured relative to oper-
ating costs would appear to rise even if there was
no change in private insurers’ actual payment
rates.
Thedifference inmethodology reflects a differ-

ence in how to think about hospital output. If
the metric of hospital output is the amount of
resources spent by the hospital, then it makes
sense to measure payment rates relative to the
resources used. But that approach embodies a
very old-fashioned notion: Everything that hos-
pitals do is valuable, and it is appropriate to
reimburse hospitals for whatever resources they
expend.
From the perspective of a person paying pre-

miums or a private insurer monitoring its bal-
ance sheet, however, the relevant metric of hos-
pital output is the set of treatments provided
during a hospital stay. Therefore, the relevant
payment rate is the amount paid for that dis-
charge. That perspective is the one embedded
in my approach.
The mechanisms by which changes in Medi-

care payment rates spill over to private rates
probably differ, depending on how the private

insurer pays the hospital. Private health plans
pay for inpatient hospital care using a mixture
of three methods. Some payments are based
on discharges adjusted for diagnosis-related
groups, some are based on daily rates (per
diems), and some are based on discounted
charges.19

For private plans using diagnosis-related
groups to set payment rates, the spillover mech-
anism is fairly clear. In some systems based on
diagnosis-related groups, private payment rates
are set as amultiple ofMedicare payment rates,20

which means that a change in Medicare rates
will have a direct, proportional effect on private
rates. Inother systems, privatepayment rates are
not set as amultiple of theMedicare rate but still
incorporate some elements fromMedicare, such
as local wage indexes and inflation adjust-
ments.20

For plans using daily rates or discounted
charges, the payment rate spillover mechanisms
are less obvious. A close examination of the con-
tracts between private plans and hospitals could
clarify thenature of thesemechanisms, but those
contracts are closely held trade secrets. One pos-
siblemechanism is that hospitals might be limit-
ing their operating costs in response to con-
straints on Medicare payment rates.
Cuts in Medicare payment rates have been

shown to both reduce length-of-stay for Medi-
care and non-Medicare patients21 and to reduce
treatment intensity.22 For private plans that use
daily rates, any drop in length-of-stay will reduce
the payment rate per discharge. Similarly, for
private plans that use discounted charges, any
reduction in length-of-stay or treatment inten-
sity more generally will reduce the payment rate
per discharge.
Another possiblemechanism is that pricing by

private insurers might be based on markups,
meaning that payment rates are set so that they
are equal to amultiple of hospitals’ costs. Private
plans have been reported to take hospitals’ costs
into account when negotiating discounts.23 If an
insurer negotiates payment rates with a target
markup in mind, then anything that reduces
hospitals’ operating costs will reduce the pay-
ment rate that the insurer pays. The impact of
markup-based pricing on private rates would
probably show up only after several years be-
cause it would take one or more rounds of nego-
tiations to take hold.
The fourth possible mechanism, which would

probably occur only over the long run, is that
there might be strategic repricing in the maxi-
mizing-marginsmodel as hospitals seek to boost
the share of their services that they provide to
private patients. It is possible to test for effects of
changes inMedicare payment rates on length-of-
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stay andMedicare andprivate volume, but such a
test is beyond the scope of this article.

Conclusion
Private payment rates for hospital care are
clearly higher thanMedicare rates and are rising
more rapidly, contributing to the unsustainable
rise in private health insurance premiums.24,25

Some analysts have blamed those increases in
payment rates on hospitals’ consolidation and
increasing leverage over insurers.26 Others have
blamed a scarcity of nurses, resulting in higher
labor costs; regulatory burdens, such as quality
reporting requirements; and underpayment by
Medicare and other public payers.27

My results indicate that cuts in Medicare pay-
ment rates have not caused the rapid rise in pri-
vate rates. In fact, private ratesmighthavegrown
even more rapidly if Medicare had not kept its
rates in check.

The Affordable Care Act permanently slowed
the growth in Medicare hospital payment rates,
producing large savings for the federal govern-
ment. One criticism of those rate cuts is that
private insurers will get stuck with the tab. My
results indicate the opposite: Private insurers
may actually see the growth in their payment
rates slow as a result of the act, though probably
not enough for that growth rate to be considered
sustainable. Repealing the cuts in Medicare pay-
ment rates would not only increase federal
spending but would also accelerate the growth
in private insurers’ costs and premiums.
My hope is that the dynamic cost-shifting

theory is hereby put to rest. If so, then future
research can focus on identifying the real drivers
of increases in private hospital payment rates,
quantifying any volume shifts resulting from
changes in Medicare payment rates, and testing
for broader impacts on access and quality of
care. ▪
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